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the basis for its exemption. For exam-
ple, where a tax-exempt hospital leases
real property owned by it to an asso-
ciation of doctors for use as a clinic,
the rents derived under such lease
would not be included in computing un-
related business taxable income if the
clinic is substantially related to the
carrying on of hospital functions. See
§1.513-1 for principles applicable in de-
termining whether there is a substan-
tial relationship to the exempt purpose
of an organization.

(2) A lease is not a business lease if
the lease is of premises in a building
primarily designed for occupancy and
occupied by the tax-exempt organiza-
tion.

(3) If a lease for more than 5 years to
a tenant is for only a portion of the
real property, and space in the real
property is rented during the taxable
year under a lease for not more than 5
years to any other tenant of the tax-
exempt organization, all leases of the
real property for more than 5 years
shall be considered as business leases
during the taxable year only if:

(i) The rents derived from the real
property during the taxable year under
leases for more than 5 years represent
50 percent or more of the total rents
derived during the taxable year from
the real property; or the area of the
premises occupied under leases for
more than 5 years represents, at any
time during the taxable year, 50 per-
cent or more of the total area of the
real property rented at such time; or

(ii) The rent derived from the real
property during the taxable year from
any tenant under a lease for more than
5 years, or from a group of tenants
(under such leases) who are either
members of an affiliated group (as de-
fined in section 1504) or are partners,
represents more than 10 percent of the
total rents derived during the taxable
year from such property; or the area of
the premises occupied by any one such
tenant, or by any such group of ten-
ants, represents at any time during the
taxable year more than 10 percent of
the total area of the real property
rented at such time

In determining whether 50 percent or
more of the total rents are derived
from leases for more than 5 years, or
whether 50 percent or more of the total
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area is occupied under leases for more
than 5 years:

(iii) An occupancy which is consid-
ered to be a lease of more than 5 years
solely by reason of the provisions of
paragraph (b)(3) of this subparagraph
shall not be treated as such a lease for
purposes of subdivision (i) of this sub-
paragraph, and

(iv) An occupancy which is consid-
ered to be a lease of more than 5 years
solely by reason of the provisions of
paragraph (b)(3) of this section shall be
treated as such a lease for purposes of
subdivision (ii) of this subparagraph,
and

(v) If during the last half of the term
of a lease a new lease is made to take
effect after the expiration of such
lease, the unexpired portion of the first
lease will not be added to the second
lease to determine whether such second
lease is a lease for more than 5 years
for purposes of subdivision (i) of this
subparagraph.

(4) The application of subparagraph
(3) of this paragraph may be illustrated
by the following example:

Example. In 1954 an educational organiza-
tion, which is on the calendar year basis, be-
gins the erection of an 1ll-story apartment
building using funds borrowed for that pur-
pose, and immediately leases for a 10-year
term the first floor to a real estate develop-
ment company to sublet for stores and shops.
As fast as the new apartments are com-
pleted, they are rented on an annual basis.
At the end of 1959 all except the 10th and 11th
floors are rented. Those two floors are com-
pleted during 1960 and rented. Assume that
for 1954 and each subsequent taxable year
through 1959, and for the taxable year 1963,
the gross rental for the first floor represents
more than 10 percent of the total gross rents
derived during the taxable year from the
building. Under this set of facts the 10-year
lease of the first floor would be considered to
be a business lease for all except the taxable
years 1961, 1962, and 1964.

[T.D. 7229, 37 FR 28154, Dec. 21, 1972]

§1.514(g)-1 Business lease indebted-
ness.

(a) Definition. The term business lease
indebtedness means, with respect to any
real property leased by a tax-exempt
organization for a term of more than 5
years, the unpaid amount of:

(1) The indebtedness incurred by the
lessor tax-exempt organization in ac-
quiring or improving such property;
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(2) The indebtedness incurred by the
lessor tax-exempt organization prior to
the acquisition or improvement of such
property if such indebtedness would
not have been incurred but for such ac-
quisition or improvement; and

(3) The indebtedness incurred by the
lessor tax-exempt organization subse-
quent to the acquisition or improve-
ment of such property if such indebted-
ness would not have been incurred but
for such acquisition or improvement
and the incurrence of the indebtedness
was reasonably foreseeable at the time
of such acquisition or improvement

See paragraph (i) of this section with
respect to subsidiary corporations.

(b) Examples. The rules of section
514(g) respecting business leases also
cover certain cases where the leased
property itself is not subject to an in-
debtedness. For example, they apply to
cases such as the following:

Example 1. A university pledges some of its
investment securities with a bank for a loan
and uses the proceeds of such loan to pur-
chase (either directly or through a sub-
sidiary corporation) a building, which build-
ing is subject to a lease that then has more
than 5 years to run. This would be an exam-
ple of a business lease indebtedness incurred
prior to the acquisition of the property
which would not have been incurred but for
such acquisition.

Example 2. If the building itself in example
1 in this paragraph is later mortgaged to
raise funds to release the pledged securities,
the lease would continue to be a business
lease.

Example 3. If a scientific organization
mortgages its laboratory building to replace
working capital used in remodeling another
one of its buildings or a building held by its
subsidiary corporation, which other building
is free of indebtedness and is subject to a
lease that then has more than 5 years to run,
the lease would be a business lease inasmuch
as the indebtedness though incurred subse-
quent to the improvement of such property
would not have been incurred but for such
improvement, and the incurrence of the in-
debtedness was reasonably foreseeable when,
to make such improvement, the organization
reduced its working capital below the
amount necessary to continue current oper-
ations.

(c) Property acquired subject to lien.
Where real property is acquired subject
to a mortgage or similar lien, whether
the acquisition be by gift, bequest, de-
vise, or purchase, the amount of the in-
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debtedness secured by such mortgage
or lien is a business lease indebtedness
(unless paragraph (d)(1) of this section
applies) even though the lessor does
not assume or agree to pay the indebt-
edness. For example, a university pays
$100,000 for real estate valued at
$300,000 and subject to a $200,000 mort-
gage. For the purpose of the tax on un-
related business taxable income, the
result is the same as if $200,000 of bor-
rowed funds had been used to buy the
property.

(d) Certain property acquired by gifts,
etc. (1) Where real property was ac-
quired by gift, bequest, or devise, be-
fore July 1, 1950, subject to a mortgage
or other similar lien, the amount of
such mortgage or other similar lien
shall not be considered as an indebted-
ness of the lessor tax-exempt organiza-
tion incurred in acquiring such prop-
erty. An indebtedness not otherwise
covered by this exception is not
brought within the exception by reason
of a transfer of the property between a
parent and its subsidiary corporation.

(2) Where real property was acquired
by gift, bequest, or devise, before July
1, 1950, subject to a lease requiring im-
provements in such property upon the
happening of stated contingencies, in-
debtedness incurred in improving such
property in accordance with the terms
of such lease shall not be considered as
indebtedness described in section 514(g)
and in this section. An indebtedness
not otherwise covered by this excep-
tion is not brought within the excep-
tion by reason of a transfer of the prop-
erty between a parent and its sub-
sidiary corporation.

(e) Certain corporations described in
section 501(c)(2). In the case of a title
holding corporation described in sec-
tion 501(c)(2), all of the stock of which
was acquired before July 1, 1950, by an
organization described in section 501(c)
(3), (b), or (6) (and more than one-third
of such stock was acquired by such or-
ganization by gift or bequest), any in-
debtedness incurred by such corpora-
tion before July 1, 1950, and any indebt-
edness incurred by such corporation on
or after such date in improving real
property in accordance with the terms
of a lease entered into before such date,
shall not be considered an indebtedness
described in section 514(g) and in this
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section with respect to either such sec-
tion 501(c)(2) corporation or such sec-
tion 501(c) (3), (5), or (6) organization.

(f) Certain trusts described in section
401(a). In the case of a trust described
in section 401(a), or in the case of a cor-
poration described in section 501(c)(2)
all of the stock of which was acquired
before March 1, 1954, by such a trust,
any indebtedness incurred by such
trust or such corporation before such
date, in connection with real property
which is leased before such date, and
any indebtedness incurred by such
trust or such corporation on or after
such date necessary to carry out the
terms of such lease, shall not be con-
sidered as an indebtedness described in
section 514(g) and in this section.

(g) Business lease on portion of prop-
erty. Where only a portion of the real
property is subject to a business lease,
proper allocation of the indebtedness
applicable to the whole property must
be made to the premises covered by the
lease. See example 2 of paragraph (b)(3)
of §1.514(a)-2.

(h) Special rule applicable to trusts de-
scribed in section 401(a). If an employees’
trust described in section 401(a) lends
any money to another such employees’
trust of the same employer, for the
purpose of acquiring or improving real
property, such loan will not be treated
as an indebtedness of the borrowing
trust except to the extent that the
loaning trust:

(1) Incurs any indebtedness in order
to make such loan;

(2) Incurred indebtedness before the
making of such loan which would not
have been incurred but for the making
of such loan; or

(3) Incurred indebtedness after the
making of such loan which would not
have been incurred but for the making
of such loan and which was reasonably
foreseeable at the time of making such
loan.

(1) Subsidiary corporations. The provi-
sions of section 514(f), (g), and (h) are
applicable whether or not a subsidiary
corporation of the type described in
section 501(c)(2) is availed of in making
the business lease. For example, as-
sume a parent organization borrows
funds to purchase realty and sets up a
separate section 501(c)(2) corporation
as a subsidiary to hold the property.
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Such subsidiary corporation leases the
property for a period of more than 5
years, collects the rents and pays over
all of the income, less expenses, to the
parent organization, the parent organi-
zation being liable for the indebted-
ness. Under these assumed facts, the
lease by section 501(c)(2) subsidiary
corporation would be a business lease
with respect to such subsidiary cor-
poration, and the rental income would
be subject to the tax, whether or not
the subsidiary itself assumes the in-
debtedness and whether or not the
property is subject to the indebtedness.

(j) Certain trusts described in section
501(c)(17). (1) In the case of a supple-
mental unemployment benefit trust de-
scribed in section 501(c)(17), or in the
case of a corporation described in sec-
tion 501(c)(2) all of the stock of which
was acquired before January 1, 1960, by
such a trust, any indebtedness incurred
by such trust or such corporation be-
fore such date, in connection with real
property which is leased before such
date, and any indebtedness incurred by
such trust or such corporation on or
after such date necessary to carry out
the terms of such lease, shall not be
considered as an indebtedness de-
scribed in section 514(g) and in this sec-
tion.

(2) If a supplemental unemployment
benefit trust described in section
501(c)(17) lends any money to another
such supplemental unemployment ben-
efit trust forming part of the same
plan, for the purpose of acquiring or
improving real property, such loan will
not be treated as an indebtedness of
the borrowing trust except to the ex-
tent that the loaning trust:

(i) Incurs any indebtedness in order
to make such loan;

(ii) Incurred indebtedness before the
making of such loan which would not
have been incurred but for the making
of such loan; or

(iii) Incurred indebtedness after the
making of such loan which would not
have been incurred but for the making
of such loan and which was reasonably
foreseeable at the time of making such
loan.

[T.D. 7229, 37 FR 28155, Dec. 21, 1972]
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FARMERS’ COOPERATIVES

§1.521-1 Farmers’ cooperative mar-
keting and purchasing associations;
requirements for exemption under
section 521.

(a)(1) Cooperative associations en-
gaged in the marketing of farm prod-
ucts for farmers, fruit growers, live-
stock growers, dairymen, etc., and
turning back to the producers the pro-
ceeds of the sales of their products, less
the necessary operating expenses, on
the basis of either the quantity or the
value of the products furnished by
them, are exempt from income tax ex-
cept as otherwise provided in section
522, or part I, subchapter T chapter 1 of
the Code, and the regulations there-
under. For instance, cooperative dairy
companies which are engaged in col-
lecting milk and disposing of it or the
products thereof and distributing the
proceeds, less necessary operating ex-
penses, among the producers upon the
basis of either the quantity or the
value of milk or of butterfat in the
milk furnished by such producers, are
exempt from the tax. If the proceeds of
the business are distributed in
anyother way than on such a propor-
tionate basis, the association does not
meet the requirements of the Code and
is not exempt. In other words, non-
member patrons must be treated the
same as members insofar as the dis-
tribution of patronage dividends is con-
cerned. Thus, if products are marketed
for nonmember producers, the proceeds
of the sale, less necessary operating ex-
penses, must be returned to the pa-
trons from the sale of whose goods such
proceeds result, whether or not such
patrons are members of the associa-
tion. In order to show its cooperative
nature and to establish compliance
with the requirement of the Code that
the proceeds of sales, less necessary ex-
penses, be turned back to all producers
on the basis of either the quantity or
the value of the products furnished by
them, it is necessary for such an asso-
ciation to keep permanent records of
the business done both with members
and nonmembers. The Code does not re-
quire, however, that the association
keep ledger accounts with each pro-
ducer selling through the association.
Any permanent records which show

§1.521-1

that the association was operating dur-
ing the taxable year on a cooperative
basis in the distribution of patronage
dividends to all producers will suffice.
While under the Code patronage divi-
dends must be paid to all producers on
the same basis, this requirement is
complied with if an association instead
of paying patronage dividends to non-
member producers incash, keeps per-
manent records from which the propor-
tionate shares of the patronage divi-
dends due to nonmember producers can
be determined, and such shares are
made applicable toward the purchase
price of a share of stock or of a mem-
bership in the association. See, how-
ever, paragraph (c)(1) of §1.1388-1 for
the meaning of payment in money for
purposes of qualifying a written notice
of allocation.

(2) An association which has capital
stock will not for such reason be denied
exemption (i) if the dividend rate of
such stock is fixed at not to exceed the
legal rate of interest in the State of in-
corporation or 8 percent per annum,
whichever is greater, on the value of
the consideration for which the stock
was issued, and (ii) if substantially all
of such stock (with the exception noted
below) is owned by producers who mar-
ket their products or purchase their
supplies and equipment through the as-
sociation. Any ownership of stock by
others than such actual producers
must be satisfactorily explained in the
association’s application for exemp-
tion. The association will be required
to show that the ownership of its cap-
ital stock has been restrictedas far as
possible to such actual producers. If by
statutory requirement all officers of an
association must be shareholders, the
ownership of a share of stock by a non-
producer to qualify him as an officer
will not destroy the association’s ex-
emption. Likewise, if a shareholder for
any reason ceases to be a producer and
the association is unable, because of a
constitutional restriction or prohibi-
tion or other reason beyond the control
of the association, to purchase or retire
the stock of such nonproducer, the fact
that under such circumstances a small
amount of the outstanding capital
stock is owned by shareholders who are
no longer producers will not destroy
the exemption. The restriction placed
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